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§1.367(a)-2T Exception for transfers of
property for use in the active con-
duct of a trade or business (tem-
porary).

(a) In general. Section 367(a)(1) shall
not apply to property transferred to a
foreign corporation if—

(1) Such property is transferred for
use by that corporation in the active
conduct of a trade or business outside
of the United States; and

(2) The U.S. person that transfers the
property complies with the reporting
requirements of section 6038B and regu-
lations thereunder.

Where these conditions are satisifed,

the foreign corporate transferee of the

property shall be considered to be a

corporation for purposes of deter-

mining the extent to which gain or loss
is required to be recognized upon the

transfer pursuant to section 332, 351,

354 [reserved as to section 355 or so

much of section 356 as relates to sec-

tion 355], 356, or 361. Paragraph (b) of
this section provides rules concerning
the requirement that property be
transferred for use in the active con-
duct of a trade or business outside of

the United States, while paragraph (c)

concerns the application of the require-

ment where the transferee itself re-
transfers the property. In addition,

§1.367(a)-3T provides rules concerning

the treatment of stock or securities

transferred to a foreign corporation in
an exchange described in section

367(a)(1), and §1.367(a)-4T provides spe-

cial rules concerning the treatment of

other specified types of property. Fi-
nally, §§1.367(a)-5T and 1.367(a)-6T pro-
vide rules concerning certain transfers
of property that are subject to section

367(a)(1) regardless of whether the prop-

erty is used in the active conduct of a

trade or business.

(b) Active conduct of a trade or business
outside the United States—(1) In general.
Property qualifies for the exception
provided by this section if it is trans-
ferred to a foreign corporation for use
in the active conduct of a trade or busi-
ness outside of the United States.
Therefore, to determine whether prop-
erty is subject to the exception pro-
vided by this section, four factual de-
terminations must be made:

(1) What is the trade or business of
the transferee;
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(ii) Do the activities of the transferee
constitute the active conduct of that
trade or business;

(iii) Is the trade or business con-
ducted outside of the United States;
and

(iv) Is the transferred property used
or held for use in the trade or business?
Rules concerning these four determina-
tions are provided in paragraphs (b)(2),
(3), (4), and (b) of this section.

(2) Trade or business. Whether the ac-
tivities of a foreign corporation con-
stitute a trade or business must be de-
termined under all the facts and cir-
cumstances. In general, a trade or busi-
ness is a specific unified group of ac-
tivities that constitute (or could con-
stitute) an independent economic en-
terprise carried on for profit. For ex-
ample, the activities of a foreign sell-
ing subsidiary could constitute a trade
or business if they could be independ-
ently carried on for profit, even though
the subsidiary acts exclusively on be-
half of, and has operations fully inte-
grated with, its parent corporation. To
constitute a trade or business, a group
of activities must ordinarily include
every operation which forms a part of,
or a step in, a process by which an en-
terprise may earn income or profit. In
this regard, one or more of such activi-
ties may be carried on by independent
contractors under the direct control of
the foreign corporation. (However, see
paragraph (b)(3) of this section.) The
group of activities must ordinarily in-
clude the collection of income and the
payment of expenses. If the activities
of a foreign corporation do not con-
stitute a trade or business, then the ex-
ception provided by this section does
not apply, regardless of the level of ac-
tivities carried on by the corporation.
The following activities are not consid-
ered to constitute by themselves a
trade or business for purposes of this
section:

(i) Any activity giving rise to ex-
penses that would be deductible only
under section 212 if the activities were
carried on by an individual; or

(ii) The holding for one’s own ac-
count of investments in stock, securi-
ties, land, or other property, including
casual sales thereof.

(3) Active conduct. Whether a trade or
business is actively conducted must be
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determined under all the facts and cir-
cumstances. In general, a corporation
actively conducts a trade or business
only if the officers and employees of
the corporation carry out substantial
managerial and operational activities.
A corporation may be engaged in the
active conduct of a trade or business
even though incidental activities of the
trade or business are carried out on be-
half of the corporation by independent
contractors. In determining whether
the officers and employees of the cor-
poration carry out substantial manage-
rial and operational activities, how-
ever, the activities of independent con-
tractors shall be disregarded. On the
other hand, the officers and employees
of the corporation are considered to in-
clude the officers and employees of re-
lated entities who are made available
to and supervised on a day-to-day basis
by, and whose salaries are paid by (or
reimbursed to the lending related enti-
ty by), the transferee foreign corpora-
tion. Whether a trade or business that
produces rents or royalties is actively
conducted shall be determined under
the principles of §1.954-2(d)(1) (but
without regard to whether the rents or
royalties are received from an unre-
lated person). The rule of this para-
graph (b)(3) is illustrated by the fol-
lowing example.

Example. X, a domestic corporation, and Y,
a foreign corporation not related to X, trans-
fer property to Z, a newly formed foreign
corporation organized for the purpose of
combining the research activities of X and Y.
7Z contracts all of its operational and re-
search activities to Y for an arm’s-length
fee. Z’s activities do not constitute the ac-
tive conduct of a trade or business.

(4) Owutside of the United States.
Whether a foreign corporation con-
ducts a trade or business outside of the
United States must be determined
under all the facts and circumstances.
Generally, the primary managerial and
operational activities of the trade or
business must be conducted outside the
United States and immediately after
the transfer the transferred assets
must be located outside the United
States. Thus, the exception provided by
this section would not apply to the
transfer of the assets of a domestic
business to a foreign corporation if the
domestic business continued to operate

26 CFR Ch. | (4-1-03 Edition)

in the United States after the transfer.
In such a case, the primary operational
activities of the business would con-
tinue to be conducted in the United
States. Moreover, the transferred as-
sets would be located in the United
States. However, it is not necessary
that every item of property transferred
be used outside of the United States.
As long as the primary managerial and
operational activities of the trade or
business are conducted outside of the
United States and substantially all of
the transferred assets are located out-
side the TUnited States, incidental
items of transferred property located
in the United States may be considered
to have been transferred for use in the
active conduct of a trade or business
outside of the United States.

(5) Use in the trade or business. Wheth-
er property is used or held for use in a
trade or business must be determined
under all the facts and circumstances.
In general, property is used or held for
use in a foreign corporation’s trade or
business if it is—

(i) Held for the principal purpose of
promoting the present conduct of the
trade or business;

(ii) Acquired and held in the ordinary
course of the trade or business; or

(iii) Otherwise held in a direct rela-
tionship to the trade or business. Prop-
erty is considered held in a direct rela-
tionship to a trade or business if it is
held to meet the present needs of that
trade or business and not its antici-
pated future needs.

Thus, property will not be considered
to be held in a direct relationship to a
trade or business if it is held for the
purpose of providing for future diver-
sification into a new trade or business,
future expansion of trade or business
activities, future plant replacement, or
future business contingencies.

(c) Property transferred by transferee
corporation—(1) General rule. If a foreign
corporation receives property in an ex-
change described in section 367(a)(1)
and as part of the same transaction
transfers the property to another per-
son, then the exception provided by
this section shall not apply to the ini-
tial transfer. For purposes of the pre-
ceding sentence, a subsequent transfer
within six months of the initial trans-
fer shall be considered to be part of the
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same transaction, and a subsequent
transfer more than six months after
the initial transfer may be considered
to be part of the same transaction upon
the application of step-transaction
principles.

(2) Ezxception. Notwithstanding para-
graph (c¢)(1) of this section, the active
conduct exception provided by this sec-
tion shall apply to the initial transfer
if—

(i) The initial transfer is followed by
one or more subsequent transfers de-
scribed in section 351 or 721; and

(ii) Each subsequent transferee is ei-
ther a partnership in which the pre-
ceding transferor is a general partner
or a corporation in which the preceding
transferor owns common stock; and

(iii) The ultimate transferee uses the
property in the active conduct of a
trade or business outside the United
States.

(d) Transitional rule. Notwithstanding
any other provision of this section,
property shall be considered to have
been transferred for use in the active
conduct of a trade or business outside
of the United States, if—

(1) The property was transferred after
December 31, 1984, and before June 16,
1986,

(2) The property was, or would have
been, considered to be transferred for
use by the transferee foreign corpora-
tion in the active conduct, in any for-
eign country, or a trade or business,
under the principles of section 3.02(1) of
Revenue Procedure 68-23, 1968-1 C.B.
821; and

(3) Based on all of the facts and cir-
cumstances, it was, or would have
been, determined under section 2.02 of
Revenue Procedure 68-23 that tax
avoidance was not one of the principal
purposes of the transaction.

[T.D. 8087, 51 FR 17942, May 16, 1986]

§1.367(a)-3 Treatment of transfers of
stock or securities to foreign cor-
porations.

(a) In general. This section provides
rules concerning the transfer of stock
or securities by a U.S. person to a for-
eign corporation in an exchange de-
scribed in section 367(a). In general, a
transfer of stock or securities by a U.S.
person to a foreign corporation that is
described in section 351, 354 (including

§1.367(a)-3

a reorganization described in section
368(a)(1)(B) and including an indirect
stock transfer described in paragraph
(d) of this section), 356 or section 361(a)
or (b) is subject to section 367(a)(1) and,
therefore, is treated as a taxable ex-
change, unless one of the exceptions
set forth in paragraph (b) of this sec-
tion (regarding transfers of foreign
stock or securities) or paragraph (c) of
this section (regarding transfers of do-
mestic stock or securities) applies.
However, if in an exchange described in
section 354, a U.S. person exchanges
stock of a foreign corporation in a re-
organization described in section
368(a)(1)(E), or a U.S. person exchanges
stock of a domestic or foreign corpora-
tion for stock of a foreign corporation
pursuant to an asset reorganization de-
scribed in section 368(a)(1)(C), (D) or (F)
that is not treated as an indirect stock
transfer under paragraph (d) of this
section, such section 354 exchange is
not a transfer to a foreign corporation
subject to section 367(a). See, e.g.,
paragraph (d)(3) Example 12. For rules
regarding other indirect or construc-
tive transfers of stock or securities
subject to section 367(a), see §1.367(a)-
1T(c). For additional rules relating to
an exchange involving a foreign cor-
poration in connection with which
there is a transfer of stock, see section
367(b) and the regulations under that
section. For additional rules regarding
a transfer of stock or securities in an
exchange described in section 361(a) or
(b), see section 367(a)(5) and any regula-
tions under that section. For rules re-
garding reporting requirements with
respect to transfers described under
section 367(a), see section 6038B and the
regulations thereunder.

(b) Transfers by U.S. persons of stock or
securities of foreign corporations to for-
eign corporations—(1) General rule. Ex-
cept as provided in section 367(a)(5), a
transfer of stock or securities of a for-
eign corporation by a U.S. person to a
foreign corporation that would other-
wise be subject to section 367(a)(1)
under paragraph (a) of this section
shall not be subject to section 367(a)(1)
if either—

(1) Less than 5-percent shareholder. The
U.S. person owns less than five percent
(applying the attribution rules of sec-
tion 318, as modified by section 958(b))
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